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| was asked to give my views on the_causes of the trade deficit, its likely consequences and

impacts, and aso some possible solutions--al in five minutes. So, with due apologies for

superficiadity, | will restrict myself to the main points. | have three.

Causes. In the 1980s, as you recdl, economists fretted about the so-cdled twin deficits. The idea
was that increases in the federal budget deficit were making the trade deficit balloon. The 1990s
have been quite different, as the table at the end shows. This table displays the elements of an
accounting identity that | am sure you have seen before. (The components do not actually add up
because of the statistical discrepancy, which should be added to the righthand side.)

X-IM = (T-G) + (s-1
(trade balance) (budget balance) (private saving - investment)

If the gap between private saving and investment does not change much, changes in the
government budget will indeed “cause” approximately equa changes in the trade baance--which is
what happened between 198 1 and 1986, when the budget deficit increased by $162 hillion and the
trade deficit increased by $147 hillion.

But the budget deficit, of course, disappeared between 1992 and 1998, and yet the trade
deficit mushroomed from a mere $39 hillion (just 0.6% of GDP) to a whopping $202 hillion (2.3%

of GDP). What happened? As the table shows, the swing in the private saving-investment balance



overwhelmed even the sharp increase in government saving. Private investment soared, risng from
13.7% of GDP to 17.5%. That is certainly good news; indeed, boosting investment was the
principle reason to favor smdler budget deficits. Second, private saving fell from 18.4% of GDP to
just 15.7%, as persona saving plummeted. The main reason for the sharp drop in persona saving, it
appears, is that the massive wedlth creation in the stock market and elsawhere reduced the
perceived need to save. While most of us fed vaguely uncomfortable with a private saving rate
near zero, that development, too, is a measure of our success. Americans not only feel richer, they
are richer.

So that is my first main point: The trade deficit is largely a product of macroeconomic

success, not failure.

Conseguences: My second main point is that, a least so far, the consequences have aso been

benign. A trade deficit condtitutes a subtraction from domestic demand and, with the U.S. economy
on the verge of overheating, this subtraction has been more than welcome. Without it, the Federa
Reserve would have been raising interest rates more aggressively than it has.

Looked at from the point of view of the rest of the world, bouyant U.S. demand has helped
support weaker economies in Europe, Asia, and elsewhere. Our trade deficit is, after dl, their trade
surplus. During 1998, for example, the United States alone accounted for about half of the growth

in world demand.

Impacts: Is there a dark side to al this? Not much so far. The standard economic view is that a
trade deficit used to finance a consumption boom (as in the 1980s) sows problems for the future,

but a trade deficit that finances productive investment boom does not. Currently, the U.S. trade



deficit is doing a bit of each. Furthermore, with unemployment now at 4.1%, who can serioudy
raise the protectionists usua cry that the trade deficit costs Americans jobs?

But there are incipient worries. One is that the yawning trade deficit will reawaken protectionist
sentiment in the United States. You can see gtirrings of this now, though so far they have been
muted. Another concern is that we may be setting the dollar up for a big fal--which brings me to

my third and find maor point. -

Solutions; | believe that a lower dollar--make that a much lower dollar--will ultimately plav a maior

role in whittling our trade deficit down to manageable sze. The differentia between 1 O-year

government bond rates in the U.S. and Japan, for example, is implicitly forecasting that the dollar
will be worth only about 70 yen a decade from now.

What else might help trim the deficit? Look back at the accounting identity. We certainly
don’'t want to curtaill American investment. If we had any good ideas for boosting private saving, |
would probably recommend them; but | am skeptical that we do. Finally, faster economic growth
abroad is desirable on many grounds, and it would certainly boost our exports.

Getting the dollar down will not require what some people cal “a weak dollar policy.”
Rather, the markets will do the job for us. The key question is whether the necessary exchange rate
adjustments will come smoothly or abruptly. My guess is the former--which is the way it happened
in the 1980s. But no one can be sure about such things. So, if you want something to worry about,

that isit.

Thank you for your attention.



An Accounting Identity

(in billions of dollars)

1981
1986
change

1992
1998
change

X-IM

+6
-141
147

-39
-202
-163

(T-G) S -1
-82 + 632 - 571
-244 + 807 - 747
-162 + +175 - (+176)
-380 + 1165 - 867

6 + 1371 - 1531
+386 + +206 - (+664)



